Problem 7.5 
TO) The present value of the lump-sum taxes is Ta + [Ty + D- The present value ofthe tax interest 
income is [r/(1 + D10, - Cs"), where + is “he tax rate on interest income. The government must choose Ts 
ana Ta so that hese two quantities are equal, or 
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Co) Suppose the now taxes satisfy condition (1) “This means that at the point where the individ} 
consumes C°, she pays the same with the new lump-sum tax as she did with the old tax on interest income. 
‘That is, right at Cr’, the individual's after-tax lifetime income is the same under both tax schemes, ‘Thus at 
C°, the individual has just ‘enough to consume Ca in the second period under both tax schemes. This 
means that the new budget Tine must go through (C°, Ch? ) just as the old one did. Since (Ci, C2’) lies 
right on the new budget line, it is just affordable. 


{© Firstperiod consumption must fall. 
Consider the figure at right. Point E c 
represents the endowment, (Yı , Y+). The 
Wadge line under the tax on interest income | c ew 

has slope - [1 + (1 - Dr] for Cr < Yi; for Cr slope = (+9) 
C, > Y, there is no postive saving and 
therefore no tax on interest income so that 
the slope equals - (1 +9) 


slope = 1+0 -9 


‘As explained in part (b), the budget line 
‘wath revenue-neutra, lump-sum taxes goes 
through the initial optimum consumption 


21+ 1). Wah saving no longer taxed, then 
Tor any C) < Yı giving up one unit of 
period-one consumption yields more units 
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